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STAFF MEMCRANDUM NO, 4B-57
SUBJECT: International Financial Disequilibrium in the West

Introduction

1. During the past year theo problem of balance among the
currencics of the prineipsl Westorn countries hes become of

inereasing concern, Sharp increases in IS and West German

oreign exchange carnings have bocn paralleled by deficits in
Lench and British gold and dollar reserves, My foar that
‘tho underlying disoquilibrium may advorscly affect Westorn
Lnity and lecad to unfavorable ropercussions in onc or more of

llthe countries concerned.

2+ The mocting of the International Monctary Fund this
weok focuses spoeial attention on this problem, The Fund is

|
\
\
Lot likely to makc any major deeisions, howcver, sinec tho
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positions of the individual Western countrics are, for the
present at least, falrly fixed, Important decisions affocting
this disequilibrium have alrcady beoon made, i. e partial
devaluation of the franc and adjustments in the bank ratcs in
West Germany and the UK, The merbers arc more likely to use
the meetings as an cccasion to try to convinec the world, and
ecach other, of the soundness of the policies thoy are currently

pursuing,

Reversal in the US Balanco of Pavrionts

3. Hugh Gaitskell in a recont speceh has called attention
to the rcomergence of the dollar gap as potontially tho nost
scrious problem faeing the West, a problem "potontially nore
sorious than events in Syria or the Middle Easte." Mr. Goitskell
reflects tho concern of loading British circlcs with the fact
that during the six months following Scpterber 1956 thore was
a reversal in the flow of gold and dollars in tho over-all
Us bglance of payments, For cight yoars prior to the £all of
1956, gold and dollars had beon flowing from the US to
strengthen the reserve positions of othor countrics. Western

European countrics inercased thoir resorves by $7.5 billion,
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Undorlying this rnovement of gold and dollars was the fact
that about 90 porcent of US cxports wore compensated by
imports and that the difforentinl was more than made up by
the outward flow of US forcdign investnent and cecononic and

defonse agsistance,

L. Howovor, in the six nonths following Sopterber 19564
the US gained $750 nillion in gold and dcllars on its balanco
of payments. In order to assist cortain countrios in ricoting
their forcign oxchange problens the IMF provided $800 rillion
in dcllar crodits. The shift in the US bolance of paymonts
position was primarily duc to an inereasc in exports while
inports doclined slightly. (& part of the shift was dus to
an inflow of capital.) Sorme change in the US balance was to
be expectod with expandod exports of oil during the Sucz crisis,
and unusually high oxports of wheat and cotton, Porhaps half
of the increase in US exports coan be accounted for by theso
cormodity novoronts, The remaining inercasc in the US
balonce of payrents is rolated to the slackening of ceoncmic
activity in the US rclative to the pace of ceonomie aetivity

in tho rest of tho world, particularly in Westorn
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Europe*

5. Pousces or recessicns in the US which nay be relatively

o §

111d in their offcet on US amployment or GNP tond to roduco

—

)5 irports to a ruch greater degrecs Moro sinply, it has been

)]

aild that when the US sneczes, Europo catehes a cold, Particu-

Joud

arly vulnerable to thoso fluectuations in the lovel of US

fvel

cetivity is tho position of sterling., The US recession in

=

048~49 1lod to the dovaluation of the pound, although from tho

(3]

titish vicwpoint the underlying trading position of the

6}

torling arca was gocd (as, in face, it is today)s, A tenporary

docline in US occoncmic activity nced neot have serious cffects

in Westorn Burope, This is rorc likely to be true whon the

t%:ond of ccononic activity in Vestorn Furope offscts a downward

ttcnd in the US, and when the balance of paynents of other

countrics with the US has heen unusually favorable. Such was

¥ In the sccond quarter of 1957 the dollar gap temporarily
disappearcd and therc was a snall not outflow of dollars from
the US, Without spoeial non-recurring paynents, ineluding
$300 riliion to Vonozuola for oil oxploration rights, forcign
countries would have lost $400 million to the US,
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the case during the US rceession of 1953-54. Expanding
narkets in Western Furcpe in nart offsct the deelino in US
inportgs At the sarme tire thorc was a deeline in the outflow

cof US gold and dollars but the flow was nct roverscd,

6o What the British fear is that the current pausc in
US oconcnie growth will lead to o recession on the sealo of
1948 and 1953 agalnst a background of ccononie developrents
in Western Europe which will greoatly intensify its offccte
As noted above, tho US balance of payments has alrocady turnod
adverse (from the Western European standpoint) and tho rate .

of growth in Westorn Europo, far from accclerating as in 1953,

is probably slowing down,

Rolc of West Gormany

7« VWhilo tho position of the US is of ocutstanding
irportance, since its ceconcryy accounts for 50 percent of the
cconcide activity of the non-Corrwmnist world, the role of West
Gorrany is portinent to the situation in Wastorn Buropo. With
the recevery of oconorde strongth it was to bo expected that
Wast Gornany would rccstablish its ncrnal position as a surplus

cxportor 1n Western Burcpo, West Gornman cxport surpluscs have

—e 5 e
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historieally boon compensatoed through the mechanisn of net
clearancces involving imports fron and sorvice nayments to
storling arca countries., This structurc of Wostern Europcan
rayments has beon largely rovived in the operation of the
Europcan Paynents Union whore storling is freely cconvertible
inte gold and dellars., However, the vigor of the Wost
Gorman troade drive and the sige of its cxport carnings has
placed strains on the curronciocs of other ccuntries and

particularly of storling,

8. UYost German fiseal and ncnctory noliey has oporated
in such a way as to maxinize foreipsn cxchonge earnings.
Boginning in 1956 Wost Gorrany applicd brakes on the denestile
expansion of its ccenory. Tho srowth in investrent, consurption
and governnent cxponditures was dampened down soveorcly. The
success of the West Gormon deflationary poliey in restraining
internal deonand has been unparallcoled, Currently the cxpansion-
arj forco in tho West Gorman ceconcory arisce alnest ontirely
fron its oxport surpluscss without those the ceonory would be
stationary, The result was to slow the pace of irports and to

naxinize exports, sinece Wost Gorman exports have benefitted
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fron expanding ccononic activity in the rest of Westorn Europe.
Gold and dollar balances have been piling up in West Gormany's

favor, roaching a level of c'.bout_ﬁ%}?g billion,

Situation in France

9. Scveral of the Westorn Europecan countrics, notably
France, declined to follow the West Germon lead in broking their
rate of ceccnonie advance., The French have regarded a high lovel
of investrent and substantisl cxpansion of industrial capacity
as esscntial te strongtheoning thelr future econorie position
and export capacity. However, in tho face of deflaticnary
polieics in other countrics, the trond of Fronch cxports in
rclation te imperts was cortain to beeore advorsc. The French
arc still atterpting to aveid too severely darpening cconomie
activity by a somewhat sclective devaluation and Ey corparatively
rnild deflationary recasurcs. FEveon thesc reasurcs may preve boyond
tho politieal strongth of tho Freonech government. Since the
French trade deficits have a dircet ccuntorpart in Gerran oxport
surpluses, thore is streong ceonomic pressure for France-German
cooperation, West Gornany is in a position to help France and it

is preatly in the West Gorran interost to do so, both on ceononie

and political grounds,
- -
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Ihe Overall Situation as Viowed from London

10, In the intorest of balancing its extornal payients,
the UK has naintained deflationary checks con its ceoncry for
the past two yoars, British industriél rroduction was stationary
in 1956 and has becn oexpanding slowly during 1957, The British
balance of trade has becn raintoined in surplus throughou£ the
pericds,  dowever, the UK's prineipel cxport markets in none
European countrics have not beon growing os rapldly as Wost
Gormian narkets in Wostorn Furope, Furthor, the Wost Gornans
arc providing inercasing corpetition in non=furopean narkots
which wore forrerly an emalusive British NPCSCTVO e ansequontly,
| British nct corninss arce nct as adequate as they once were to

ecenpensate for naynents cleoarings in Yestern Buropc, ¥

* A potentially underlying woakness in the British mogition

has heon tho inability of the UK to rostrainzwagos in linc with
rostraints on industrial asetivity and rricos. Sinco January
1956, British pricos have advancod 5 pereent while wages

advaneed 10 pereent. This is a weakness in tircs of restrained
cconenie activity, which the UK currontly shares with the US,
Fron the British standpoint, this potential woakneoss is rost
casily dealt with throush furthor ceonorde growthe  Tho neecssity
for extornal balance requircs, hcwover, that this frowth take
place in phase with growth in the US and cther countrics,

HCRET
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1l. The disparitios in the foreign paynents positicns
of the major Westorn European countrics, rcflceting disparitics
in fiseal and nonctary policics, has hoon accentuanted by
speculative eapital noveronts to both the dollar and the nark,
The pound, already under scro nrossure as a eonvortible 1ink
- between econtinental curreneics and the dollar, is particularly

vulnerable to this speeulation, Its vulnerability woes ineroased

by the weakening of rosorves following the Sucz erisis. Sinece
. the British have already exereised a large reasure of
doflatlonary rostraints on the British ceconory, thoy do not

believe that tho ound is cvervalued, Howevor, the pound

could prove to be ovorvalued in toerns of tho sterling area
roserves required te sustain the ecnfidonce of spoculators,

fTho proater the disparities betweon tho fiseal policics of najer
Zcountries, tho preater the sterling arca roscrves required to

'sustain eonfidence,

12. decording to traditicnal intornational financial -
‘procodont, what the British 1ike tq call "o rules of the pone,"
countrics in substantial surpius on internatienzl account should
relax credit restraints at hore, The WUest Gorimns have rofuscd

to play, and the British ray belicve that the West Gornans arc

-96
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sccking dovaluation cf the pound. The West Germans have
naintained strinpent credit restricticns and have carcfully
insulatod the Wost Gernan econory from the effcets of their
large foreign oxchange carnings. The rolatively high Wost
Gorran bank ratc hes helned to cnemurage spoculaticn against
both the franc and the pound, thus accontuating imbalance,

1,0. reonfereing rother than corpensating the trade irbalancoss

13. The rceont lowering of the West Gernan bank rate by
1/2 porcent fron 4 1/2 to 4, rust he accopted as a failure of
British influcncc and reproscntations to Bomn. The adjustment,
while in the rizht dircction was too small to be of assistancc
to the UK, Tt wos an adjustriont probably dictated entirely by
West Gorron intorcst. As the size of the West Gerran cxport
surplus declinecs, as it must if cnly in rospensc to a slackening
of Fronch irports, the lovol of West Gorman ccononie activity
is in danger of turning downword., Hence a nild cxpansion of

credit in West Gormany is in order.

14, British officials prohably belicve that trends leading
to a sealing down of ‘lest Germon trade surpluscs are already
oporating, There nay be o disquict in London that the not offect

of the West Gornan pesiticon may be o slackening of oven turning
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down of ccononie activity in Wostorn Buropos The British

proebably reergnize that they arc in no position to influcnce

this trend, The rore immediate eoneorn of British officials

is with speculation against tho bound, Thoy nmay ostinate

that within the context of the Wost Europcan situaticn, tho
pound can be defonded against spoeulation, However, if o US
recession is in tho offing--ond the British moy estinate this
chanece as at least cvone-thon the pressurc against sterling
will almost certainly beeormo overwhelning, It was against

the background of those uncertaintics that the UK bank rate

was raised from 5 to 7 pereent, Equally significant 1s tho
deeision to hold the line against "alln inerecascs in govermiont
3 expenditures and to irposo ercdit restraints which appear likely

to enforee a stern deflation in the British CGCONCIY o

Probable Futurc Developrionts

15, Sinece the US ceonory ineludes such a largoe part of
the ccononie activitics of the non~Corrmnist world, futurc
%devolopmonts in this ficlg depend to sinpularly hich degree on
the course of cvents and Pclieies in the US, It would be casy

to eonjurc up dire ceoncrile and pelitieal conscquences of o

i SECRET
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rocession in the US, However, US policy rakers are hichly
sensitive to carly tronds in this direceticn. Let us assunc
for estimative purpescs a roeossion cn the scale of 1948-or
1953. (Each of thoso rcecessions ran their course over o
poriod cof 18 months and invelved o 7 percent average fall in

US industrial production and a cne pereccent drop in GNP,)

16, A similar fluctuation in the US cconory over the
noxt year or twe would probnbly be naralleled by a nild
reecsslon spreading throughout Western Europe. In this ovent
the Western European countrics would attenpt to establish the
closest cooperation with the US, They would both collectively
and individually seck te chtain US support for rocstablishing
diserininatory rcepulations against the dcllor, They would alnost
certainly seck dollar credits, Cooperation anong sterling aroca
and Westorn Buropoan countries would be cnhanced, but offorts
to form an insulated grouping of non-dollar countries would
alrnost certainly be frustrated, The UK and West Gornany now
sharc almost equal weirht in the finanecial leadership of the
non=dollar froc world, The diverse pull of their raspective
interests appears likely to provont the emorgence of a eohesivo

nen~deller rrouping, at least in Western Buropec.
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17. West Gernany would be iikely to energe fron such a
tenporary reeessicn in an even strenger position in Westorn
Europe. In any casc Franco-Gerron tics are alrmost certain to
beeone eloser, On the other hand the UK's position undor the
assured circumstanees seens 1likely to beeorie woakér. It nay
be foreed helter-skelter into a najor devaluation which would
further weaken the storling aroca and impede the growth of living
standards in the UK, This would be particularly the ecase in
the three to five years following a major devaluation, There
may be further retrenchrents or significant delays in the British

defonse pregran,

18, On the assumption that tho present pause in 18
ccononie growth 1s followed hy o gradual acccleration in the
rate of growth to lovels sustained during the past fow years,
the position of Wostern Burope is likely to rcrain relatively
unchanged. If the UK is able to undortake a rore soverc deflation;
it rmay ererge in o strengthened international prgiticn., Thig
wenld be achieved at sorie cost in industrial and political strifo,
A strengthening of sterling would cnhanee the prospects for British

loadership in Westorn Burope. In a real scnso the British and
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West Gernang are contending for leadorship in Western Europe
thrcough international financial reans. The British govornront

appears to be aware of the challonge,
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